We examine the link between financial market illiquidity and macroeconomic dynamics by fitting a Bayesian time-varying parameter VAR with stochastic volatility to UK data from 1988Q1 to 2016Q4.
A C C E P T E D M A N U S C R I P T
Introduction
The importance of adding financial channels to macroeconomic modelling has only recently received increasing attention. For instance, Federal Reserve Bank of Boston President Eric Rosengren (2010) argued that the seriousness of the recent financial crisis was underestimated by economic forecasters because the provision of liquidity to the real economy was "only crudely incorporated into most macroe- The main contribution of this paper is to assess the structural dynamics between financial market illiquidity shocks and macroeconomic fundamentals. We fit a time-varying parameter VAR (TVP VAR) with stochastic volatility to UK macroeconomic data, and two measures of stock market illiquidity, from 1988Q1 to 2016Q4. As noted by Granger (2008), TVP VARs are an attractive modelling strategy since they offer an approximation to any non-linear model. There are two novelties in our approach. First, we identify an illiquidity shock using theoretically grounded contemporaneous sign restrictions. Second, we conduct structural inference in a generalised framework. The above sets our paper aside from the existing (2017) . The importance of conducting structural inference in a manner consistent with the modelling strategy is twofold. First, structural analysis using linear techniques undermines imposing non-linear
